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The Place of the C.P.A. in Probate Court 
Accounting” 


By Lewis L. TANGUY 
(Philadelphia Office) 


Athough accounts to be filed with 
probate courts differ from conven- 
tional financial statements in form 
and content and even differ in form 
in the various legal jurisdictions, cer- 
tified public accountants, experi- 
enced in preparing and-examining 
accounts to be filed with probate 
courts, can render highly effective 
service to counsel and their fiduci- 
ary clients. The purpose of this 
article is to show, by actual cases, 
the wide variety of ways in which 
certified public accountants have 
been able to serve advantageously 
counsel and their fiduciary clientele. 
The services may consist of: 


(1) Giving fiduciaries the protection af- 
forded by independent examinations. 


(2) Assembling the information from avail- 
able sources and stating the accounts, 
particularly where the underlying rec- 
ords and supporting data are not too 
clear. 


(3) Making available the CPA’s knowledge 
of general accounting principles. 


(4) Assembling facts and/or testifying 
where the principal had suffered seri- 
ous shrinkage. 


* This article appeared in a recent issue 
of Trusts and Estates. 





(5) Relieving an attorney and his some- 
times limited office: personnel of volu- 
minous accounting work. 


(6) Stating accounts where the books and 
records of the fiduciary are maintained 
at an inconvenient distance from the 
office of counsel. 


(1) Independent Examinations 


Often the fiduciaries are out- 
standing business men with many 
interests and as a consequence find 
it necessary to delegate most of 
their duties to assistants or to a 
corporate co-fiduciary. These men 
know the value of independent ex- 
aminations of the financial state- 
ments of corporations for which they 
are directors and recognize that the 
same assurances of reliability and 
integrity result from examinations 
of the accounts of estates and trusts, 
for which they, as fiduciaries, are 
personally responsible. 

This was the reason a firm of 
CPAs had been engaged to examine 
the books of account of an estate 
having assets of several million dol- 
lars and to state the account for 
filing in a Pennsylvania Orphan’s 
Court. During the course of the ex- 
amination a proposed settlement of 
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a claim included in the assets was 
presented for review. It was accom- 
panied by a check for several hun- 
dred thousand dollars. In the re- 
view it was discovered that interest 
had been overlooked in the settle- 
ment and as a result of this dis- 
covery the estate claimed, and 
shortly thereafter received, two ad- 
ditional checks aggregating more 
than $120,000. 

The circumstances under which 
this recovery was made may be sum- 
marized as follows: The decedent 
had been a member of a partnership 
which had two preferred claims 
against a corporation being reorgan- 
ized under the bankruptcy laws. 
The claims with interest had been 
collected by a successor partnership 
and the proposed settlement which 
the accountants reviewed repre- 
sented the latter partnership’s de- 
termination of the decedent’s share 
in the proceeds of the settlement. 
From a copy of the court decree in 
the estate files, the CPAs found that 
the amount of the settlement ap- 
portioned to the decedent was sub- 
stantially in agreement with the 
decedent’s share of the amounts de- 
creed, but that apparently no inter- 
est had been included. Because of 
the provision in the will that ac- 
counts received from the partnership 
were to be accepted without verifi- 
cation, estate personnel had not 
attempted to verify the proposal 
and were reluctant to question the 
partnership regarding the seeming 
omission of interest. The CPAs 





nevertheless were allowed to present 
the matter informally to the part- 
nership, and as a result thereof the 
executors received the additional 
amount of over $120,000 referred 
to above. 

In many cases, particularly in 
Pennsylvania where accounts for 
trusts are filed only in situations 
such as at the death of a trustee or 
life tenant, the fiduciaries often de- 
sire an examination and opinion 
annually, so that any necessary ad- 
justments can be made promptly. 
In connection with an engagement 
in which an annual account is pre- 
pared but not filed with the Court, 
it is a simple matter to prepare at 
a later date an account for the 
period of several years when it is 
permitted or required to be filed 
with the Court. In Pennsylvania, 
approval of these interim accounts 
by the parties at interest in the 
trusts usually makes it unnecessary 
to file an income account for the 
trust (except for the period from the 
close of the last interim account to 
the date of the event requiring an 
account to be filed) and greatly 
simplifies its adjudication. 


(2) Analysis and Assembly 


In another case CPAs were en- 
gaged to state an account without 
making an examination. Within the 
period covered by the account the 
trust was operating a number of 
properties acquired through fore- 
closure proceedings or as mortgagee 
in possession. Numerous sales of 
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the foreclosed properties were made 
with the trust taking purchase 
money mortgages on an amortiza- 
tion basis. Analyzing and rearrang- 
ing the information recorded in the 
ledger by properties into under- 
standable patterns for the wide va- 
riety of transactions was the major 
problem. When the account was 
filed, it received favorable news- 
paper comment for its clarity. 

In still another case, the fiduciary 
carried his estate accounts on the 
books of a construction company in 
which he held the controlling inter- 
est. The estate owned office build- 
ings, dwellings and vacant ground 
as well as bonds, stocks and mort- 
gages. The office buildings were 
operated by agents, who collected 
the rents, paid operating expenses 
and repairs and remitted the bal- 
ances monthly, together with de- 
tailed statements of the transac- 
tions. Only the amounts of the 
remittances were entered in the 
estate accounts on the company 
books. Checks received direct by 
the fiduciary for dividends and 
mortgage interest were endorsed 
over to the life tenant without being 
recorded on the fiduciary’s books. 
Exchanges of stocks and of bonds 
under plans of reorganization, stock 
dividends and similar items not in- 
volving cash, also were not recorded 
on the books. Fortunately the fidu- 
ciary’s secretary kept memoranda 
of the cash items received and many 
of the printed announcements ac- 
companying the noncash items. 


Maps and blueprints found in the 
company files had to be used in 
some instances to identify the real 
estate sold or leased. 

As is usually advisable for CPAs 
when starting a fiduciary account- 
ing engagement, they discussed with 
counsel the general setup of the ac- 
count. After the account had been 
drafted for some three years of the 
thirty-year period, they asked coun- 
sel to review it and, when the draft 
was complete, counsel reviewed it 
again. When the condition of the 
accounting records was outlined to 
counsel, he apparently felt the draft- 
ing of the account was something 
he was glad his office could avoid, 
for it was predominantly an ac- 
counting problem. 


(3) Knowledge of Accounting 
Principles 

By the terms of many wills and 
trust indentures, discretionary pow- 
ers are granted to the executors or 
trustees in the determination of 
which items are to be treated as 
principal and which items are to be 
treated as income. Other instru- 
ments are silent in this respect. 
Often the fiduciary, whether or not 
having such power, is reluctant to 
make a determination, particularly 
where it may be necessary to make 
an allocation of a single item, and 
will consult CPAs, whose experience 
qualifies them to advise as to the 
facts upon which the fiduciary can 
rely in making his allocation. Al- 
though in the final determination 
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the ruling of a court of competent 
jurisdiction may be sought, the 
court will give weight to the inde- 
pendent report of CPAs in arriving 
at its decision, and costly litigation 
between the parties at interest may 
thus be prevented. 

On several occasions, the writer 
has encountered individual fiduci- 
aries or their assistants who relied 
on a published Federal income tax 
service to determine whether a stock 
dividend was income, or whether a 
gain (or loss) should be taken on an 
exchange of bonds or stocks. These 
persons failed to realize that provi- 
sions of the Internal Revenue Code 
have for their purpose the levy and 
collection of taxes and often do not 
meet the accounting requirements 
of the probate courts. As a result, 
their accounting records had to be 
adjusted to meet the probate court 
requirements. 


(4) Testifying on Shrinkage 


In three cases of which the writer 
has knowledge, certified public ac- 
countants were engaged to state or 
verify accounts of estates in which 
the assets had suffered severe shrink- 
age during the depression years of 
the thirties. The fiduciaries were 
advised by counsel that the accounts 
might be contested by parties at in- 
terest, upon the claim that the 
heavy losses sustained were the re- 
sult of improper management and 
that the fiduciaries were personally 
liable. In these cases counsel wished 
the assistance of the CPAs to be 


sure of the accuracy of the accounts 
and supporting data and to have 
them available to testify if it were 
deemed desirable. 

In one of these cases involving a 
shrinkage approaching ten million 
dollars, a trust company was the 
executor of the estate and a trustee 
under the will. The decedent, who 
died about 1929, had been one of 
the founders of a large public utility 
holding company, a large block of 
the stock of which was included in 
the estate. Partly as a result of the 
passage of the Public Utility Hold- 
ing Company Act of 1935, the mar- 
ket value of this stock did not re- 
cover from the depression of the 
early thirties as promptly as did 
most other classes of stocks. 

In the early thirties, the trust 
company as executor had filed its 
account and, in the adjudication, 
the assets had been awarded to it- 
self as trustee without revaluation 
in spite of the terrific shrinkage in 
value. On the advice of counsel, 
numerous transactions not resulting 
in an increase or decrease in corpus 
had been omitted from the account, 
and the frequent stock dividends 
had been included at the quoted 
market value of the stock received. 

Upon the death of the life tenant 
of the trust, the trustee had to file 
its first account and distribute the 
stock which still had a relatively low 
market value. The trust company 
then petitioned the court for per- 
mission to restate its first account 
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as executor. The contest over the 
restated account was carried to the 
supreme probate court where the 
CPAs testified as to the accuracy 
and completeness of the restated ac- 
count, offered explanations of the 
differences between the original and 
the restated accounts and the 
amount of the shrinkage in value. 

With these essential facts placed 
in evidence, counsel was then in po- 
sition to establish that, regardless 
of the shrinkage, the executor had 
exercised due care, diligence and 
judgment in the management of the 
estate and the case was settled out 
of court without surcharge. 

In another case, a firm of certified 
public accountants had made annual 
examinations of the corporate trus- 
tee’s books. The account was filed 
during World War II and, because 
of the manpower shortage, counsel 
obtained permission from the Court 
to present the income account in 
annual summaries, with a report 
from the CPA firm on its examina- 
tions. One of the trustees ad litem 
reviewed its work papers and dis- 
cussed the examinations with the 
firm’s representative. Although the 
shrinkage of principal had been seri- 
ous, the circumstances surrounding 
it were such that no serious attempt 
was made to surcharge the trustee. 
Instead, the trustee was granted 
substantial additional compensation 
for management services rendered 
the institution which was the bene- 
ficiary under the trust. 





(5) Unusual Assignment 


On one occasion, the fiduciary of 
a group of trusts received a court 
order to state an account for each 
of the group by a fixed date. The 
trusts owned greatly diversified as- 
sets approaching one hundred mil- 
lion dollars in value, and had a huge 
volume of transactions, so that 
neither counsel’s small staff nor 
those members of the fiduciary’s or- 
ganization who might have been 
competent to do the work could 
possibly have met the filing date. 
A firm of CPAs with trained per- 
sonnel available for such an assign- 
ment was engaged to state the 
accounts, while counsel devoted his 
full attention to the legal questions 
in the case, most of which were 
without precedent. 


(6) Records at a Distance 


In one case, the office of the fidu- 
ciary was in Philadelphia and the 
office of counsel was located in a 
neighboring county where the ac- 
count was to be filed. In another 
case the office of the fiduciary and 
that of the companies which the 
decedent controlled were located 
near Philadelphia and the decedent 
had died at his residence in Cali- 
fornia. In both of these cases, coun- 
sel and the CPAs were able to work 
effectively on their respective phases 
and with a minimum of delay in 
spite of the distance. 

The foregoing examples show 


(Continued on page 16) 
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Two Costs of Poor Internal Control: Fraud and 
Unreliable Accounting Information* 


By ROBERT L. WILLIAMS 
(Detroit Office) 


Sometimes installing a system of 
adequate internal control means more 
employees, additional paperwork, 
some duplication. But loose control 
nearly always means unreliable ac- 
counting data, temptation of employ- 
ees, possible loss. For accountants 
who may be called upon to help estab- 
lish a control system, this article shows 
the advantages and pitfalls of internal 
control systems, gives illustrations of 
the accountant’s particular function, 
and tells where to find additional lit- 
erature on the subject. 


Cost is an important factor when- 
ever the need for system revisions 
is under consideration. Internal 
control is one of the major problems 
of business organization, but the 
cost and related benefits of an ade- 
quate system are seldom discussed 
in print, except by manufacturers 
of mechanical equipment and sys- 
tems designed for specific applica- 
tions. Some businessmen act as if 
they believe that internal control is 
for the ‘“‘other fellow’ or that the 
so-called ‘‘cost’’ of installing and 
maintaining a satisfactory system 
or correcting weaknesses in a system 
currently in use is greater than the 


* This article appeared in the November, 
1952 issue of The Journal of Accountancy. 





benefits which may be derived from 
making the necessary improve- 
ments. Except in unusual situations 
these are mistaken ideas, and per- 
haps this brief review of principles 
and elements, with some appropriate 
illustrations, will serve to dispel 
such views. 

It may be well to include in this 
discussion a statement of the gen- 
erally accepted meaning of the 
phrase “internal control.” The defi- 
nition set forth by the American 
Institute of Accountants is that “‘in- 
ternal control comprises the plan of 
organization and all of the coordi- 
nate methods and measures within 
a business to safeguard its assets, 
check the accuracy and reliability 
of its accounting data, promote op- 
erational efficiency, and encourage 
adherence to prescribed managerial 
policies.” Stated another way, it 
may be said that a fundamental re- 
quirement in the organization of a 
business is an orderly and system- 
atic arrangement of its affairs and 
activities designed to protect its as- 
sets and control the inception, flow, 
and classifications of transactions. 

Every area of a business such as 
sales, production, engineering, re- 
search, purchasing, finance, etc., has 
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a counterpart in accounting; it is 
apparent, therefore, that adequate 
internal check and accounting con- 
trol for each of these activities is 
vital to the satisfactory discharge 
of management responsibilities and 
stewardship. 

Investors, credit grantors, insur- 
ers, government agencies, and others 
have a prime interest in the prob- 
lem, because they must rely upon 
the representations of management. 
In the light of this reliance, it is of 
paramount importance that every 
consideration be given to the ade- 
quacy of a system and that all fac- 
tors be weighed carefully before the 
decision is made to assume a heavy 
risk rather than incur the cost of 
providing the necessary controls. 

The relative advantages and dis- 
advantages of a proposed system or 
procedure must finally be resolved 
by management; this is as it should 
be since management has the re- 
sponsibility for devising, installing, 
and supervising a sound system of 
internal control. To perform this 
organizational undertaking, man- 
agement should know and apply the 
principles of internal control guiding 
the creation and operation of any 
system. 

The fundamental principles of 
internal control to be followed in 
organization are that no one person 
should control all phases of a trans- 
action without the intervention of 
some other person or persons who 
afford a cross-check, and that the 
function of recordkeeping and the 


custodianship of valuable property 
should not be assigned to the same 
person. Encompassed in these basic 
concepts of sound organization are 
complementary principles of con- 
trol which may be stated as follows: 
(1) the separation of functions and 
responsibilities, (2) double check, 
review, and approval, evidenced in 
writing, of the accuracy and relia- 
bility of accounting data, (3) defi- 
nition of authority and accounta- 
bility of individuals or groups, and 
(4) adherence to prescribed routines. 

As to the elements of internal 
control, Alvin R. Jennings, has 
stated (JofA,Nov51,p.562) that the 
system of internal control should 
include: 


“1. An organization structure 
which gives appropriate recognition 
to segregation of functional respon- 
sibilities. 

“2. A system of authorization 
which in conjunction with well- 
designed records, will be adequate 
to provide accounting control over 
assets, liabilities, revenues, and ex- 
penses of the business. 


“3. A well thought-out and inte- 
grated set of sound practices which 
are required to be followed in the 
performance of duties and the dis- 
charge of proper functions of each 
of the organizational departments 
of the business. 


“4. Personnel of a quality com- 
mensurate with the responsibilities 
of the positions occupied. 
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“5. Provision for periodic deter- 
mination that personnel are follow- 
ing prescribed routines.” 


Points Where Internal Control 
Can Fail 


Management should recognize 
and avoid the many pitfalls which 
prevent or discourage sound and 
adequate internal control. A pat- 
tern of common causes of failure of 
systems of internal control emerges 
to those who study the available 
evidence on the subject. A brief 
summary of the more frequently 
occurring causes of failure should 
be helpful. I would include among 
such causes the following: 


1. Calculation and acceptance of 
the risk of not following sound pro- 
cedures (when losses arise because 
of omission of procedures under this 
sort of reasoning, investigation often 
reveals that such losses could have 
been prevented with substantial 
saving to the business even after 
taking into account the cost of pre- 
ventive measures). 


2. By-passing of sound proce- 
dures because “honest, trusted em- 
ployees” handle the transactions. 


3. Lack of awareness of the 
necessity for an adequate system. 


4. Indifference to or ignoring of 
repeated recommendations of 
specialists for correction and im- 
provement of the system. 


5. Unintentional interference 
with the satisfactory operation of 


the system by refusing to hire com- 
petent personnel or by diverting 
such personnel to other functions 
of the business as the need arises, 
with no consideration of the impact 
of such interference on the system 
or the individuals attempting to 
operate it. 


6. Inadequate understanding of 
what constitutes proper internal 
control. 

Great emphasis has been placed 
on the fact that an appropriate and 
sound system of internal control 
will aid in preventing or detecting 
violations of trust, but of equal 
importance is the necessity that the 
accounting results be accurate and 
reliable. Every person in the organ- 
ization may be scrupulously honest 
and the internal control still so poor 
that any representations developed 
from the records may be wholly 
unreliable. Statements of financial 
position and results of operations 
prepared under these circumstances 
are just as misleading as those which 
may be deliberately fraudulent. 

The problem of internal control 
plagues large and small companies 
alike; no organization is free from 
the necessity to constantly police, 
revise, and improve the system. 
Changing conditions and personnel 
create the daily problem of main- 
taining efficient operation and ad- 
hering to prescribed routines. 

Various laws impose severe penal- 
ties on the managers and proprietors 
of all business organizations, large, 
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medium, and small, for failure to 
make accurate and reliable repre- 
sentations of their activities and 
conditions; such laws include those 
covering taxation of income and 
property, issuance of statements 
for credit purposes, representations 
to stockholders or public agencies 
or any third person or persons who 
rely upon the representations for 
any reason. 

The managements of companies 
whose stocks are listed on stock 
exchanges have had their attention 
directed many times to these pub- 
licly imposed responsibilities and 
generally use every available means 
within the limits of economical, 
sound business practice to make 
certain at all times of the adequacy 
and soundness of the system in 
order that their representations 
may be accurate and reliable. 


What Price Internal Control 
Systems 

As with most general accounting 
questions, the obvious answer to 
the question, ““What price internal 
control?” is that “it depends upon 
the circumstances.” If that were 
the only answer, there would be 
little point to this discussion. A 
more precise answer is that, in 
addition to effort on the part of present 
management, it may cost (1) noth- 
ing, (2) the price of mechanical 
equipment, (3) the price of addi- 
tional personnel, (4) the price of 
outside services, or (5) the price of 
any combination of the above. 


These costs are tangible, but the 
related benefits and savings which 
may be realized from the costs 
incurred are very frequently of an 
intangible nature. True, there are 
situations where improvements in 
the systems actually result in 
measurable savings but it is diffi- 
cult if not impossible at times to 
place a monetary value on the 
benefits of improved operational 
performance, reduction of labor 
turnover arising from good em- 
ployee morale, prompt reporting 
which affords the basis for imme- 
diate action in critical areas, the 
prevention of losses from trust 
violations, etc. Risks taken which 
may result in the loss of such 
essential benefits and safeguards 
appear to be wholly unwarranted. 

Three experiences may serve to 
illustrate this matter of beneficial 
results of appropriate action in 
systems revisions. 

A small company employed three 
persons in the office. The records 
were in poor condition and the 
management could not obtain re- 
liable reports upon which to make 
decisions. Specialists made a review 
of the methods and procedures in 
use. Recommendations were made 
and adopted with the result that 
one employee quit voluntarily and 
was replaced by a person of greater 
competence. The duties and rou- 
tines of the three employees were so 
arranged that proper cross-checks 
were introduced, the authorization 
procedures and recordkeeping were 
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improved and the consequent re- 
porting was up to date and reliable. 
Noteworthy in this case was the 
fact that the reorganization was 
a simple matter accomplished 
quickly and with little cost, and yet 
the actual time required to perform 
the assigned duties was reduced 
from three to two-and-one-half man 
days per day, leaving one employee 
with time for other duties. 

In another case the controller in 
a large established corporation com- 
pletely revised the system of inter- 
nal control and methods and 
procedures in use for the accounting 
of a rapidly growing subsidiary 
company. The controller’s budget 
was expanded to include sufficient 
competent personnel already em- 
ployed by the company in other 
capacities to assist in the under- 
taking. The program included com- 
plete revision of the branch 
procedures manual and forms for 
the recordkeeping, the training of 
branch personnel, and improved 
procedures for audits cf branches. 
The controller was able to show 
actual savings over the cost of 
previous Operations in the area of 
accounting control and internal 
check and at the same time improve 
the usefulness of the reports re- 
ceived from the subsidiary. The 
aspect of this case important to 
this discussion was the fact that a 
diagnosis was made and remedial 
measures prescribed by a manage- 
ment representative without out- 
side suggestion or assistance. 


Another business, a small retail 
store employing ten persons, had 
been in operation for a number of 
years and had been selling a fairly 
substantial amount of merchandise 
without earning a satisfactory 
profit. The proprietors decided to 
make a study to determine, if 
possible, the remedies necessary to 
correct the situation. A preliminary 
conference with specialists in retail 
accounting revealed that the pro- 
prietors knew only at the year end 
the amounts of inventories, mark- 
downs, inventory losses, or actual 
mark-on percentages on sales. 
There were no satisfactory account- 
ing controls over purchases, sales, 
or expenses and no factual basis for 
forward planning or budgeting. 
Certified public accountants were 
retained to assist in the installation 
of a system of retail accounting and 
also to assist the proprietors with 
interpretations of the factual infor- 
mation developed from the system. 
The proprietors gave the account- 
ants full cooperation and adopted — 
all recommendations made for 
changes and improvements in 
accounting control. In a remark- 
ably short time surprising changes 
in operating results occurred. As 
compared with the previous year, 
the profit and the working ratios 
showed substantial improvement. 
The cost of services of the account- 
ants was nominal in amount, but 
the benefits were so gratifying that 
it was almost proper to say that the 
outside services actually cost noth- 




















ing and produced large returns. 
The results spoke for themselves. 

I could give numerous other ex- 
amples of situations wherein man- 
agement, with or without outside 
assistance, has tackled the matter 
of orderly and systematic arrange- 
ment of the affairs and activities of 
a business with highly satisfactory 
results. It is a continuous process 
and businessmen generally should 
take cognizance of the necessity 
for action to protect their businesses 
from disaster through faults in 
control. 


Modern Business: An 
Expression of Trust 

The business organization is 
founded on trust; modern man lives 
by promises made in good faith and 
a serious threat to this fundamental 
relationship arises when persons 
trusted with valuable property 
violate their trusts. The extent of 
this tendency toward trust violation 
is far more widespread than most 
honest persons realize. To quote 
from Management Review for Sep- 
tember, 1951: ‘‘Employee 
dishonesty cost American business 
an estimated half billion dollars in 
1949, according to the American 
Surety Company. If one considers 
the prevalence of anti-social per- 
sonalities as disclosed by tempera- 
ment tests, however, this toll is not 
susprising. In 1948, in analyzing 
the results of 1,000 Humm-Wads- 
worth Temperament Scales, 
administered to nationally dis- 


tributed employees with at least a 
year of service, it was found that 
97, or nearly ten per cent had the 
ethical makeup of San Quentin 
recidivists.” (Recidivist, defined 
by Webster, is one who falls back 
into prior criminal habits, especially 
after punishment. ) 

A sociologist’s description of 2 
trust violator is helpful in approach- 
ing a discussion of the necessity for 
sound internal control to aid in the 
prevention and detection of em- 
bezzlement or fraud. Dr. Donald 
R. Cressey has given us a modern 
scientific version of a person who 
violates a trust (JofA,Nov51,p.576), 
based upon extensive inquiries 
among trust violators in the Illinois 
State Penitentiary at Joliet. He 
states, “Trusted persons become 
trust violators when they: 


“1. Conceive of themselves as 
having a financial problem which 
is nonsharable; 


“2. Have the knowledge or 
awareness that this problem can be 
secretly resolved by violation of the 
position of financial trust; 


“3. Are able to apply to their 
own conduct in that situation a 
verbalization which enables them 
to adjust their conceptions of them- 
selves as trusted persons with their 
conceptions of themselves as users 
of the entrusted funds or property.” 

Accountants generally believe 
that sound systems of internal con- 
trol, devised, installed, and operated 
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in accordance with the best business 
practices, will deter, by threat of 
prompt exposure, many such per- 
sons from violating their trusts. 


Some Examples of Poor Control 


Analysis of a few cases of trust 
violations may emphasize the rela- 
tionships of cost of prevention or 
detection with losses incurred. 

A corporation furnishing public 
utility services to one small com- 
munity employed a man to read 
meters, collect the accounts, and 
maintain the accounts receivable 
ledger. The officers devoted a very 
small portion of their time to the 
business, but employed two other 
persons in the office to handle the 
other affairs of operation and ad- 
ministration. The meter reader 
began ‘‘borrowing’”’ certain of the 
collections and when personal diffi- 
culties became unbearable, he 
voluntarily confessed his pecula- 
tions to a member of the board of 
directors. The subsequent audit 
verified his statement that he had 
misappropriated a sizeable amount 
over a period of years. He was not 
bonded; no one ever compared 
reports of meter readings with 
accounts receivable or records of 
installations, and the accounts of 
the corporation were never audited. 
A few changes in assigned duties of 
three persons was all that was 
necessary to inject into the account- 
ing the element of cross-check; if 
this element of intervention in the 
work of the meter reader by a 


second person had been present in 
the first instance, the loss could 
have been avoided. 

A large distributor of a line of 
consumer durable goods maintained 
substantial inventories of service 
parts. Dealers and independent 
service men quite frequently paid 
cash for their purchases of service 
parts. Eight employees handled 
the accounting and administrative 
activities and three partners super- 
vised all operations of the business. 
Independent audit and review had 
never been made of the accounts 
and records or the system of ac- 
counting control. A large defalca- 
tion was disclosed as a result of an 
inquiry into certain unusual 
amounts in the physical inventory 
of service parts. This is an inter- 
esting case in point and bears out 
the fact that many times the only 
change in the system necessary to 
prevent such losses is a rearrange- 
ment of duties within the framework 
of the present organization. It 
appears that the clerk assigned to 
recordkeeping for service parts in- 
ventories also priced and extended 
the annual physical inventories. 
This clerk received and recorded 
all cash collections, prepared and 
made bank deposits, and prepared 
the bank reconciliations at each 
month end. With or without inten- 
tion, collections for cash sales of 
service parts for a certain day were 
not recorded or deposited in the 
bank. This withholding went un- 
noticed by the management. Soon, 
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other collections for cash sales of 
service parts were withheld and 
“borrowed” by this clerk. In a 
relatively short period, the “bor- 
rowings’” amounted to a sizeable 
figure. Bank deposits and month- 
end reconciliations of bank balances 
and records of service parts were 
falsified. At the year end, a physical 
inventory of service parts was taken 
by all employees but this clerk 
alone priced, extended, and sum- 
marized the inventories without 
independent double check. The 
opportunity for cover-up was per- 
fect and was seized upon by the 
clerk. Fictitious prices were used, 
and amounts of extensions and 
footings were falsified. The irregu- 
larity came to light when the office 
manager had occasion to refer to 
the details of the physical inventory 
for the quantities and amount of a 
specific part. The duties of all em- 
ployees were arranged subsequently 
to provide adequate cross-checks in 
the accounting, recordkeeping and 
custodianship of assets. 

Another illustration in the same 
vein is the case of the office manager 
who appropriated for his own use 
the collections from sales of war 
savings bonds. He supervised the 
work of fifteen accountants and 
clerks and in all other respects the 
company management had pre- 
scribed a satisfactory segregation 
of duties and responsibilities. A 
procedure was not set up by man- 
agement, however, for handling a 





large volume of sales to the public 
of war savings bonds. This office 
manager assumed the duties of 
recordkeeper and custodian for 
these assets and by clever manipu- 
lation of the records was able to 
conceal the misappropriation from 
the management. The losses were 
discovered during the course of an 
examination of the accounts by 
independent auditors. Presumably 
these losses could have been pre- 
vented by proper procedures and 
assignment of duties established 
by a higher echelon of authority. 

Many trust violations have been 
detected by persons within organi- 
zations because reliable accounting 
results indicated irregularities in 
the related activities. In one defal- 
cation, the controller had been 
insisting that the accounting results 
indicated an irregularity in one 
department. The manager of the 
enterprise was equally insistent that 
the accounting results were in error 
until the controller, who had con- 
fidence in the accuracy and relia- 
bility of his reports, was able to 
detect and apprehend the culprit. 
A pertinent sidelight on this case is 
that the controller was allowed a 
budget which was the minimum 
necessary to perform the accounting 
function. Through careful assign- 
ment of duties and supervision of 
those under his jurisdiction, he 
accomplished the objectives of 
sound internal control at no extra 
cost. 
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The Responsibility for Internal 
Control 

Management is constantly re- 
minded of its responsibilities for the 
system of internal control, particu- 
larly through the stories in the daily 
newspapers of trust violations 
brought to light by various means. 
Many businessmen rely upon the 
independent certified public ac- 
countant for aid and guidance in 
the field of internal control. How- 
ever, it is quite evident that all 
persons responsible for sound busi- 
ness operation should have some 
familiarity with the internal control 
phase of accountants’ activities. To 
this end, there is published material 
available which can be of assistance 
in solving such organizational prob- 
lems. I refer specifically to the 
special report by the committee on 
auditing procedure of the American 
Institute of Accountants, entitled 
Internal Control, which includes in 
an appendix, a graphic illustration 
of internal control. This illustration 
consists of a correlated series of 
organizational and procedural flow 
charts showing the part played in 
achieving internal control by the 
segregation of functional responsi- 
bilities in a well-planned organiza- 
tion as adapted from a case study 
of a moderately sized manufacturing 
company. Our firm uses the ques- 
tionnaire method as a guide to the 
evaluation of internal control. 


Typical questionnaires are repro- 
duced in the seventh edition of 
Montgomery's Auditing and provide 
a worthwhile aid to everyone seek- 
ing to make appraisals of systems. 


Two monographs on this subject 


‘are also of particular interest. One, 


entitled Crime Loss Control, is 
published by the American Mutual 
Liability Insurance Company, 142 
Berkeley St., Boston, Massachu- 
setts, and the other, How to Avoid 
Frauds, is published by the Ameri- 
can Surety Group, 100 Broadway, 
New York 5, N. Y. Time spent in 
study of these publications will be 
very useful to any manager seeking 
faithfully to discharge his mana- 
gerial responsibilities. 

In conclusion, one must remember 
that it is economically unsound to 
impose such strict controls on all 
trusted persons in business so that 
violations of all trusts can be pre- 
vented. But on the other side of 
the proposition, laxity and looseness 
engendered by management in mat- 
ters of control are inexcusable. 
Prudent businessmen will and 
should adopt all controls commen- 
surate with best business practice. 

The cost of internal control 


should be considered only in rela- 
tion to the benefits to be derived, 
and the investment in accurate and 
reliable reports and in the security 
of assets is bound to be worth the 
price. 
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Testimonial Dinner to the 
Honorable T. Coleman Andrews by the 
American Institute of Accountants 


One of the outstanding events in 
the history of the accounting pro- 
fession took place on Thursday 
evening, March 19, 1953, in the 
Hotel Statler in Washington. This 
was the reception and testimonial 
dinner given by the members and 
guests of the American Institute of 
Accountants to the Honorable T. 
Coleman Andrews, the first certi- 
fied public accountant to be ap- 
pointed to the extremely important 
position of United States Com- 
missioner of Internal Revenue. 

Because Mr. Andrews is a past 
President of the American Institute 
and is one who has served the 
nation as well as his profession with 
extreme competence and honor, it 
was natural that his associates in 
the profession would wish to honor 
him. Additionally, the importance 
of the occasion and the recognition 
of the attributes of the new Com- 
missioner were high-lighted by the 
presence upon this occasion of many 
outstanding Congressional leaders, 
officials of the Treasury Depart- 
ment and the Chief Judge and other 
members of the Tax Court. As 
was expressed by one of those 
seated at the press table—‘‘It’s 
damned seldom that this much 





high brass turns out to honor 
anybody in Washington.” 

In view of the fact that the total 
attendance was in excess of 700 and 
that this number included almost 
100 guests from the Treasury, Con- 
gressional Committees, the Tax 
Court, leaders of the Bar, etc., it 
would be impossible to mention by 
name all those whose presence 
added to the enjoyment and impor- 
tance of this dinner. It does seem 
appropriate though to list those 
seated at the head table, in addition 
to Jay A. Phillips, President of the 
American Institute, and the other 
officers and official representatives 
of the professional society: 


Hon. W. Randolph Burgess, Assistant to the 
Secretary of the Treasury. 

Hon. Daniel A. Reed, Chairman, Ways and 
Means Committee, House of Representa- 
tives. 


Hon. Elbert R. Tuttle, General Counsel, 
United States Treasury Department. 

Hon. Harry F. Byrd, United States Senator 
from Virginia. 

Hon. Marion B. Folsom, Under Secretary of 
the Treasury. 


Thomas N. Tarleau, Chairman, Tax Section, 
American Bar Association. 


Lazarus Phillips, Chairman, Canadian Tax 
Foundation. 











16 L. R. B. & M. Journal 





Hon. John W. Kern, Chief Judge, Tax Court 
of the United States. 


Hon. A. Willis Robertson, United States 
Senator from Virginia. 


Many prominent Washington 
personalities, including the Honor- 
able George M. Humphrey, Secre- 
tary of the Treasury, and the 
Honorable H. Chapman _ Rose, 
Assistant Secretary of the Treasury, 
appeared at the reception but were 
unable to remain through the dinner 
itself. 

The volume of telegraphic and 
telephonic congratulatory messages 
to Commissioner Andrews was so 
great that Institute President Jay 
Phillips, acting as toastmaster on 
this occasion, could not possibly 
make reference to all of them indi- 
vidually. However, chosen from 
these messages for particular men- 
tion and as indicative of the high 
regard in which Mr. Andrews is 
held by the whole profession, was 
that sent to him by Colonel Robert 
H. Montgomery. 


One high-light of the evening was 
the presentation to Commissioner 


Andrews by President Phillips of a 
scroll ‘‘in recognition of his many 
services to his country and to the 
accounting profession.” 

The presence in Washington of 
sO many officers and committee 
members of the American Institute 
in connection with the dinner to 
Commissioner Andrews, offered an 
excellent opportunity for the Ex- 
ecutive Committee and many other 
Institute committees to hold meet- 
ings. It is probable that more com- 
mittee activity took place within a 
two-day period than has been pos- 
sible for a long time in Institute 
history. Attending the testimonial 
dinner and participating in these 
Institute committee activities were 
the following members of our own 
organization: 


Messrs. Prior Sinclair, Walter L. Schaffer, 
Alvin R. Jennings and Philip Bardes of New 
York, George A. Hewitt and James J. 
Mahon, Jr. of Philadelphia, John McCul- 
lough of Detroit, Edmund A. Staub of Bal- 
timore, J. Wesley Huss of Louisville, and 
Albert W. Dieffenbach, Walter W. Woodside 
and Mark E. Richardson of Washington. 


MARK E. RICHARDSON 





The Place of the C.P.A. in Probate Court Accounting 


(Continued from page 5) 


some of the ways CPAs have been 
useful to fiduciary clients. The tra- 
ditional independence of certified 
public accountants, their insistence 
on full disclosure, and their opinions 


on accounting matters have been 
observed to carry weight with pro- 
bate courts just as they do with 
other courts and with the business 
public. 
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The third annual awards of the 
Lybrand Medals Committee of the 
N. A.C. A. for the vear 1951-1952 
were made as follows: 


Editorials 


The Lybrand Awards for Cost 
Accounting Literature 


Gold Medai— 
John Pugsley, 


Executive Vice 


President, Tennessee Coal and 
Iron Division, U.S. Steel Cor- 


poration, 


for his article on 
““How to Use Standard Costs.”’ 
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Silver Medal— 


William Langenberg, Manager, 
Cost Division, Johnson & John- 
son, for his article on ‘The 
Measurement of Production.” 


Certificates of Merit were issued 
to twenty-five members of N.A.C.A. 
for their contributions to industrial 
accounting literature. 

The members of the Awards Com- 
mittee were: Clinton W. Bennett, 
Chairman (Cooley & Marvin), 
Duncan D. Richardson (Monroe 
Calculating Machine Co.) and Paul 
C. Taylor (Professor of Accounting, 
Tulane University). 

The gold and silver medals and 
the certificates of merit are provided 
annually by the partners of William 
M. Lybrand, in recognition of his 
long years of service as charter 
member and Past President of 
N.A.C.A. 


The Montgomery Prize 


The winner of The Montgomery 
Prize for 1952 was Norman S. 
Mayberg, who under the terms of 
the award established by Colonel 
Montgomery in 1916, was the mem- 
ber of the graduating class of the 
School of Business of Columbia 
University who specialized in ac- 
counting and who was deemed by 
the staff of the School to be the 
most proficient in all courses. 


Adam Averell Ross Prizes 


These prizes were established by 
Mr. T. Edward Ross, in memory of 
his brother, for honor students at 
the Wharton School of Finance and 
Commerce. For 1952, the prize to 
the graduating senior who showed 
the most promise in the field of 
accounting was presented to Mr. 
Jean P. Merring, of Stroudsburg, 
Penna. He received a B. S. degree 
in Economics. 

The prize to the student who 
majored in Accounting in the Grad- 
uate Division of Business and Gov- 
ernmental Administration, who pre- 
sented the best thesis for the Master 
of Business Administration degree, 
was presented to Miss Cecelia V. 
Tierney, of Newark, Del. Her thesis 
was entitled ‘““The Effect of State 
Laws on Accounting for Contributed 
Capital and Retained Earnings.” 


The Fairchild Garden 


The fifteenth anniversary dinner 
of Fairchild Tropical Garden in 
Miami (founded by Col. and Mrs. 
Montgomery) was held on March 
23, 1953. The occasion was marked 
by the gift of a new building by 
Mr. Arthur Vinning Davis, Chair- 
man of the Aluminum Corporation 
of America, and over $25,000 in 
cash was received from various 
donors. Those present at the dinner 
included Mr. and Mrs. Walter 
Schaffer and Mr. Prior Sinclair. 
































Baltimore Office 


Mr. Staub has been nominated 
as President of the Maryland As- 
sociation of Certified Public Ac- 
countants for the year 1953-54. 


Boston Office 


With much sorrow we record the 
death of Mr. Howard S. Parlin on 
March 2, 1953, at the age of 65. 
He had been a member of the 
Boston office staff since 1925 and 
over these years had endeared him- 
self greatly to all his associates. 

oh RE 

Mr. Walker spoke at New Bed- 
ford for the Massachusetts Society 
of C. P. A.’s on Public Accounting 
as a Career and has a similar engage- 
ment at Springfield in the near 
future. 

Mr. Herman Stuetzer, Jr., has 
been elected Chairman of the Tax 
Liaison Committee in Boston. Its 
membership consists of the Director 
of Internal Revenue for Massachu- 
setts and representatives from vari- 
ous professional groups interested in 
tax matters. In recent months Mr. 
Stuetzer has spoken at the New 
York University Institute on Fed- 
eral Taxation on Tax Implications 
of Business Insurance Programs and 
at Hartford Chapter, N. A.C. A. 
and New Hampshire Society of 
Certified Public Accountants. 


Notes 


Mr. Edward L. Gates is teaching 
Income Tax for the Layman at the 
Boston Centre for Adult Education. 

Mr. Walker is Treasurer for 1952- 
1953 of the Massachusetts Society 
of C. P. A.’s and members of the 
Boston office are on committees of 
the Society as follows: 


Accounting and Auditing Procedure—James 
F. Sanborn, Jr. 


Budget and Finance and Permanent Office 
—Mark C. Walker. 

Cooperation with Massachusetts Hospital 
Association—Robert P. Beach. 

Executive—Mark C. Walker. 

History—Ruth M. Welton. 

Legislation—Joel D. Harvey. 

Nominating—Albert E. Hunter. 


Past President’s Advisory—Donald P. Perry, 
Albert E. Hunter, Joel D. Harvey. 

Publications—Eric J. Stenholm. 

Public Relations—Francis E. Moore, Chair- 
man. 


Taxation—Herman Stuetzer, Jr., Chairman. 


Louisville Office 


ee eT 

We regret to report the sudden 
death of Mr. John E. Kelly on Feb- 
ruary 12, 1953. Mr. Kelly had been 
a member of the Louisville office 
staff from 1943 to February 1952, 
at which time he was made office 
manager. We extend our deepest 
sympathy to his family. 
Se ea 
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Mr. J. Wesley Huss addressed the 
Louisville Lions Club on January 13, 
1953, on Recent Tax Decisions. 

Mr. Harold W. Glore was a mem- 
ber of the panel at a discussion 
forum on modern accounting tech- 
niques presented by the Louisville 
Chapter of the National Association 
of Cost Accountants on March 26, 
1953. He presented an address en- 
titled Accounts Payable Procedures. 

Mr. J. Martin Conder acted as 
Chairman of the February, 1953 
meeting of the Louisville Chapter 
of the National Association of Cost 
Accountants. 


New York Office 


Mr. Jennings acted as panel 
member at a Forum held April 28, 
1953, co-sponsored by the N. Y. 
Credit and Financial Management 
Association and the New York State 
Society of Certified Public Account- 
ants, on the subject The C. P. A. 
and The Credit Executive. 

Mr. Lambert H. Spronck spoke 
to the National Paper Trade As- 
sociation on March 18 on Inventory 
Controls. He also addressed the 
Waterbury, Conn. and Lehigh Val- 
ley (Bethlehem, Pa.) chapters of the 
N. A.C. A. 


Philadelphia Office 


On March 3, the partners of 
the Philadelphia Office tendered a 


luncheon to Messrs. John Hood 
Jr., George R. Drabenstadt and 
Clarence R. Haas at The Midday 
Club. The occasion was to recog- 
nize long periods of Firm association 
—Mr. Hood since 1907, Mr. 
Drabenstadt since 1913 and Mr. 
Haas since 1916. 

Mr. Philip J. Taylor acted as 
moderator of an Accounting Study 
Meeting of the Philadelphia Chap- 
ter of the Pennsylvania Institute of 
Certified Public Accountants which 
was held on March 23. The subject 
of the panel discussion was Adminis- 
trative Problems of the Practitioner. 


Mr. Harry G. Thomas has been 
appointed a member of the Execu- 
tive Committee of the Philadelphia 
Chapter of the Pennsylvania Insti- 
tute of C. P. A’s. 


St. Louis Office 


Mr. Kermit M. Pennington has 
organized and is teaching a course 
in Machine Accounting Methods at 
the University College of Wash- 
ington. 

Mr. Richard J. Milles is teaching 
a class in Principles of Accounting 
at St. Louis University and also 
teaches one phase of a C.P.A. 
Preparation Course which they offer 
in the summer. 





